
T
echnical analy-
sis is a big topic
— so big that I
can’t do it jus-

tice in just one article.
But I will try to cover
some of the basics.

Admittedly, some
people define technical
analysis as market tim-
ing. But, in reality, it isn’t.

Nor is it about being able to
assess peaks and troughs accu-
rately. It’s more about trading
when the odds are for, rather than
against you.

But let’s start our discussion
by trying to understand what we
mean when we say a stock has
support on its chart.

Support is defined as an area
of consolidation that props up, or
contains a stock’s downside.

Where investors come in and
buy the stock at a price they think
will be attractive, that stock will
form a series of troughs at a simi-
lar level over and over, effectively
giving it a “floor.”

By contrast, resistance occurs
when a stock meets selling pres-
sure. Investors unload their
shares,  creating a ceiling that be-
comes difficult to punch through.
When there’s resistance, peaks
occur again and again.

But an uptrend is different. It’s
defined by higher highs, as well as
higher lows, suggesting that resis-
tance is no longer crucial.

In other words, new investors
are buying the stock, but at high-
er levels.

A downtrend is just the oppo-
site: support has been removed

and buyers are no longer
interested in the stock un-
less it’s at a lower price.

Moreover, peaks and
troughs are progressive-
ly getting lower. When
volume expands, it can
indicate further strength
in a trend.

To understand how to
trade a particular stock, you need
to understand at what phase the
stock itself has reached.

For example, consider a stock,
which after falling, has reached a
phase 1 basing stage.

It’s setting itself up as a candi-
date to break out to the upside.
Yet, it shouldn’t be bought until it
actually breaks free from that
consolidation.

By comparison, a stock that’s
making higher highs and higher
lows in a phase 2 uptrend can be
bought in the trend — ideally as it
retreats and tests the uptrend line.

Finally, a stock that appears to
have reached the phase 3 topping
stage should be shunned until it
hits a new high, as should a stock
making lower highs and lower
lows within a phase 4 downtrend.

Various cute names have been
given to the patterns seen within
phase 1 bases and phase 3 tops.

Some of those names include
double or triple bottoms, double
tops, head and shoulder bottoms
and tops, as well as rounded bot-
toms or tops. Then there are con-
solidation patterns, such as trian-
gles or rectangles.

For a list of the most common
patterns, read my book, Sideways:
Using the Power of Technical Anal-

ysis to Profit in Uncertain Times.
What’s crucial to remember is

that a stock that’s making higher
highs and higher lows is in an up-
trend. But once those highs and
lows are no longer taking out pre-
vious highs and lows, it’s likely the
stock has formed a phase 3 top.

The same goes for a downtrend.
If a series of lower highs and lower
lows collapses into a series of flat, or
higher peak/troughs, your stock
may be forming a phase 1 base.

A trader, of course, should
only exercise a buy or a short sale
after a base or top is taken out and
a new trend develops.

Volume expansion after a base
or top is broken is often seen as fur-
ther evidence of a true breakout.

Now, let’s look at market
breadth. Simply put, breadth
measures the number of compa-
nies advancing relative to the
number of companies declining.

The most common breadth
measurement is the advance-de-
cline line. It’s cumulative, contin-
ually adding or subtracting the
advancing versus declining issues
on the New York Stock Exchange.

Positive market breadth on the
advance-decline line occurs when
there are more companies moving
higher than moving lower.

More stocks that are declining
means declining breadth. And
when there’s divergence, it indi-
cates a bull market is losing steam,
or is even about to pull back.

Another tool for measuring
breadth is the new high-new low
indicator. When a market index like
the S&P 500 is moving higher, more
stocks making new highs versus

new lows indicates a low participa-
tion market, possibly signalling the
quick end of an uptrend.

Because the new highs-new
lows indicator moves quickly, it
can flash market changes on a
more timely basis than the ad-
vance-decline line.

In 2007, divergence in the new
highs-new lows line signalled the
market meltdown of 2008.

Move isn’t apparent

Not only is the new highs-new
lows indicator now diverging
sharply from the S&P500, but it’s
been doing so since mid-2014, al-
though this isn’t apparent on the
advance-decline line.

No look at technical analysis
would be complete without men-
tioning momentum oscillators.

Momentum oscillators identi-
fy extremes in the movements of
securities. But because they’re
short-termed, they should only be
used to refine trades after identi-
fying the current market phase.

If a momentum indicator shows
the market to be overbought, it’s
likely both traders and investors
have become overly optimistic
about future returns.

By showing when investors
have gone too far in fearfully sell-
ing or overzealously buying, the
oscillators help us bet against the
fear and greed of the crowd.

The extremes on any momen-
tum indicator show that the mar-
ket may be about to take a turn in
a specific direction.

When a momentum oscillator
shows a trend that’s not the same
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as the security it’s tracking, this is
called divergence.

Momentum divergences are
key indications of an impending
change in a stock’s direction,

If a momentum indicator is
trending in the opposite direction
of the stock you’re tracking, you
can expect the security will soon
change direction as well.

On the chart of the Dow Jones
Industrial Average below, you’ll
see three commonly used mo-
mentum indicators.

The fastest indicator to react
to market changes is stochas-
tics, shown in the top pane be-
low the chart.

When the heavy slow line hooks
down and breaks through the

lighter signal line, you get a stochas-
tics sell signal. If the hook is to the
upside, you have a buy signal.

Although this indicator calls
the short-term peaks and troughs,
it isn’t much good for folks who
invest for the long term.

The middle pane shows the
Wilders Relative Strength Index
oscillator. This metric shows

overbought and oversold levels
on a long-term basis.

If the line is near or above 70,
it’s a sell signal; but if it’s at or be-
low 30, it’s a buy signal.

In an uptrend, the line won’t
likely get too close to 30. In a down-
trend, it won’t get too close to 70.

Depending on how sensitive
you want the indicator to be, you
may want to adjust the look back
period from the default 14 bars to
more or fewer bars.

As well, note the divergence in
2013 between the Wilders RSI,
which made lower highs and the
S&P 500, which made higher
highs. The divergence predicted
the market pullback in August of
that year.

The bottom pane —  the mov-
ing average convergence diver-
gence indicator — is not only one
of the slower oscillators, but my
least favorite one.

Like stochastics, this indicator
can cross the red signal line to
provide entry and exit signals.

The histogram bars below the
indicator provide an easier-to-
read signal. If the histogram goes
above the horizontal line, it’s a
buy. But if it goes below the line,
it’s a sell.

Because the moving average
convergence divergence often
shows false divergences to the S&P
500, I don’t give it much attention.

Like fundamental analysis,
technical analysis isn’t 100 per
cent accurate in its predictions
about  the future of a stock, or the
broad market itself.

But by analyzing crowd be-
havior, technical analysis does in-
crease your chance of success.
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